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Answer all of the questions below: 
 
Question 1          (8) 
 
a) Explain time inconsistency in monetary policy, and how it creates problems for 
policymakers. (4) 
 
b) Expectations can be rational or adaptive. Explain which one does not cause time 
inconsistency, and why not. (4) 
 
Question 2          (14) 
Macro prudential policy was a response to the financial instability and rising levels of risk in 
the banking system in recent years. 
 
a) Briefly explain how excessive risk-taking led to the build-up of systemic risk and 
ultimately to the financial crisis. (4) 
b) Explain central banks’ view on regulation before and after the crisis. Refer to the 
Basel accords, by differentiating between the Basel II and Basel III accords (6). 
c) Explain the amplifying role that financial regulation played on banks within the crisis 
(4). 
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Question 3          (6) 
a) Monetary policy has a lagged impact on inflation due to the numerous channels in the 
monetary transmission mechanism. Explain the interest rate channel and the exchange 
rate channel. Identify one point in each of these channels where a significant delay 
may take place, and explain what would cause the delay.(6) 
 
 
Question 4          (20) 
The sovereign debt crisis in the EU has shown that fiscal policy and monetary policy are 
interdependent. 
 
a) Explain why the monetary policy consensus initially thought that monetary policy was 
superior to fiscal policy, and follow this up by explaining what made them realise that 
fiscal policy is also necessary. (6) 
b) If a country defaults on its sovereign debt, how does this affect the central bank of such a 
country? Focus your answer on two issues: (i) how it would affect this central bank’s 
function as lender of last resort; and (ii) how it would affect the balance sheet of that 
central bank.(6) 
c) Critically discuss the following statement: "A nation with a sovereign fiat currency does 
not face a binding fiscal constraint."  Discuss the arguments of both sides (those who 
agree and those who disagree) of the issue and come to a reasoned conclusion. (8) 
 
Question 5          (12) 
a) Explain how a reduction of quantitative easing by a central bank is likely to influence the 
slope of their yield curve. (4) 
b) How does more quantitative easing affect the liquidity shortage that a central bank tries 
to maintain?  Explain with reference to the central bank’s balance sheet. (4) 
c) If a government runs a budget deficit how will that affect the central bank’s balance sheet 
and its liquidity shortage? Explain. (4) 
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